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MVEMORANDUM OPI NI ON

HOLMES, Judge: The Daouds owned two W enerschnit zel
franchises in Southern California, both of which gobbled up
unusual ly | arge amounts of noney. These expenses grabbed the
Comm ssioner’s attention and during his audit of the Daouds’ 2000
and 2001 returns, he found that they had reported a |l arge | oss on

kit chen equi pment they never owned, and | acked substantiation for
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many of the other deductions that they clainmed. The Conm ssioner
determ ned a | arge deficiency for each year, and wants to add
fraud or at |east accuracy-related penalties. W nake our way
t hrough the resulting nmenu of possibilities to determ ne the
correct taxes and penalties.

Backgr ound

Edward and COdette Daoud are both highly educated. M. Daoud
has a Ph.D. in engineering and an MB. A, and he worked as the
director of engineering for Areritech (the tel econmunications
conpany) in 2000 and part of 2001. By his own account he was
busi ness savvy. He clainmed to have anticipated the downturn in
the tel ecommuni cation market, causing himto |look for a new job
even before he was laid off in April 2001. Ms. Daoud has a
bachel or’ s degree in physical science and has taken cl asses
toward a master’s degree in psychol ogy. She also nanaged the
day-t o-day operations of the couple’s two Wenerschnitzel
franchises in Southern California: one in Cypress and the other
in lrvine.

In addition to wage and busi ness incone, the coupl e earned
rent on a house they owned in Austin, Texas. Yet despite their
many sources of incone, the Daouds reported zero taxable incone
in both 2000 and 2001 after claimng a conbination of | osses and
deductions. The largest of all were business expenses fromtheir

W enerschnitzel operations. These clainmed expenses reduced the
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nore than $1 million in conbined yearly sales the restaurants
produced to $22, 000 of incone in 2000 and a $7,000 | oss in 2001.
The Comm ssi oner sent the Daouds a notice of deficiency. W
tried the case in Los Angel es, where the Daouds |ived when they
filed their petition.

| . The Deficiency and the Anpbunts at | ssue

Qur first task was to determ ne what expenses are at issue
and in what anounts. This was conplicated by the way the
Comm ssi oner made adjustnments to the Daouds’ returns, and by how
M. Daoud prepared the returns in the first place.

According to M. Daoud s testinony, his wife kept the
W enerschnitzels’ books on handwitten daily logs. He would then
take these daily logs and transfer the information onto his
Qui cken software program Once all the information was entered,
he was able to use the programto generate reports. He clains
that it was fromhis Quicken reports that he prepared the
coupl e’ s tax returns.

The curious thing about this claimis that many of the
anounts on the Quicken reports do not match the anmounts |isted on
t he Daouds’ returns. The revenue agent neverthel ess allowed the
Daouds to substantiate their expenses with these Quicken reports.
She nade a few exceptions, but if an expense was docunented on

t he Quicken reports, she generally allowed it--even if the anount



- 4 -

was greater than the Daouds reported on their returns.! A
consequence of allow ng the Daouds anmounts for certain expenses
greater than those which they reported on their returns is that
if they can substantiate all the expenses still in dispute, their
net income would be even | ess than what they originally reported.

We also had difficulty determ ning the anmounts in dispute
because the revenue agent inadvertently increased the Daouds’
Schedul e C incone by sonetinmes disallow ng the sane expense
twce. She first disallowed the expenses under an adj ust nment
| abel ed “Other Expenses,” which included her changes to the
stores’ 2000 and 2001 Schedule Cs. She then disall owed some of
the same expenses in other parts of the notice of deficiency. W
have corrected her m stakes in making our cal cul ations and
constructing our tables.

A. Schedul e C I ncone and Deducti ons

The follow ng tables summari ze the adjustnents nmade to the

Daouds’ Schedul e C i ncone:

! Fromthe “Explanation of Itens” prepared by the revenue
agent it appears that she used this exam nation nethod for both
2000 and 2001, but neither party introduced the 2001 Quicken
reports into evidence.
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Summary of Cypress’s Schedul e C Adj ustnents
2000 2001
Per Return Per | RS Per Per | RS
Ret urn E—
Net gross receipts $648, 071 $647, 462 $664, 827 $664, 820
COGs 336, 998 316, 090 320, 996 320, 996
Adverti sing 38, 885 38, 885 39, 890 39, 890
Car & truck 14,719 - 0- 5,317 - 0-
Commi ssi ons/ f ees 32, 404 32, 404 33, 241 33, 241
Depr eci ati on 9,018 - 0- 6, 482 - 0-
| nsur ance 4,633 2,314 4,994 1, 875
Mor t gage i nt er est 10, 029 - 0- 5,324 - 0-
O her interest - 0- 2,067
Legal & professional fees 3,965 - 0- 5, 880 - 0-
Pensi on/ profit sharing 2,250 - 0-
O fice expenses 14, 309 - 0- 17, 692 - 0-
Rent or |ease: Auto,
machi ne & equi prrent 11,075 -0- 21,075 -0-
Rent or |ease: O her
busi ness property 71, 308 73, 957 88, 640 72, 000
Repai rs & mai nt enance 6, 706 3,072 16, 451 975
Suppl i es 7,692 15, 736 2,307 833
Taxes & |licenses 25, 829 5, 088 27,581 25
Tr avel 6,710 - 0- 3,238 - 0-
Meal s & entertai nnent 1, 752 -0- 1, 383 -0-
Uilities 24,019 18, 9802 24,201 24,201
Charitabl e contributions 3,189 -0- 3, 890 -0-
Contracted services 2,360 2,701 2,418 2,433
Laundry 490 - 0- 583 - 0-
Pest control 480 -0- 600 504
Tr ash 2,194 2,045 2,183 2,320
Uni f or ns 1, 604 727 2,116 1, 310
Total net incone 17, 703 133, 396 26, 095 164, 217

! The Daouds incorrectly categorized “Cther interest” as “Mortgage
interest.” The Conmissioner disallowd this entire anmount--it wasn't interest
on a nortgage--but then all owed the anmount the Daouds coul d substantiate as
“Cther interest.”

2 The Conmi ssioner at first gave the Daouds an increased deduction for
utilities of $27,252 but then reduced it by $8, 372.
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Summary of Irvine's Schedul e C Adjustnents

2000 2001
Per Return Per | RS Per Return Per | RS
Net gross receipts $464, 856 $463, 401 $431, 320 $431, 320
CCOGS 260, 352 258, 102 250, 825 250, 825
Adverti sing 27,892 27,905 26, 047 26, 047
Car & truck 12, 951 1, 201 15, 586 -0-
Conmi ssi ons/ f ees 23, 243 23, 251 21, 566 21, 566
Depr eci ati on 1, 882 - 0- 1, 466 - 0-
| nsur ance 1, 222 2,614 1, 222 1, 222
Mor t gage i nt erest 4, 465 - 0- 3,220 - 0-
O her interest --- --- --- ---
Legal & professional fees 2,760 - 0- 2,988 - 0-
O fice expenses 5,614 4,918 3,938 - 0-
Rent or |ease: Auto,
machi ne & equi prent 9, 744 1, 980 2,794 -0-
Rent or |ease: O her
busi ness property 46, 879 50, 532 72,000 72,000
Repai rs & mai nt enance 4,286 990 5, 065 1, 000
Suppl i es --- --- 1, 625 - 0-
Taxes & |licenses 30, 483 2,497 26, 915 -0-
Travel 2,072 -0- 1, 989 -0-
Meal s & entertai nnent --- --- 1,172 -0-
Uilities 19, 681 20, 362 19, 782 19, 782
Charitabl e contributions 1, 960 -0- 788 -0-
Contracted services 931 -0- 1, 932 -0-
Laundry 490 -0- 490 -0-
Pest control 438 -0- 458 458
Trash 1,492 1, 260 1,512 1, 408
Uni f orns 1,524 -0- 1, 689 88
Msc. materials -0- 10, 053 -0- 827
Total net income 4,495 57, 736 (33, 749) 36, 097

! The Conmi ssioner at first increased Irvine’s COGS by $304, but then
adjusted it downward by $2,590. The net ampunt is |isted.

Total Schedul e C Adj ustnents

Cypress [ rvine

2000 2001 2000 2001

$115, 693 $138, 122 $53, 241 $69, 846
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The parties conprom sed or conceded sonme of these

adj ust nent s.

VWat's left for

us to decide are the follow ng

anounts (in each instance the difference between the parties’

final positions):
Schedul e C Expenses Still at |ssue
Cypress I rvine
2000 2001 2000 2001
Cost of goods sold $20, 908 --- $2, 250 ---
Car & truck 14,719 $5, 317 11, 750 $15, 586
Depr eci ati on 9,018 6, 482 1, 882 1, 466
I nsur ance 2,319 3,119 --- ---
Mort gage interest & other interest 7,962 5,324 4, 465 3,220
Legal & professional services 3,965 5, 880 2,760 2,988
Pensi on/ profit sharing --- 2,250 --- ---
O fice expenses 14, 309 17, 692 696 3,938
Rent or |ease: Auto, machine & 11, 075 21,075 7,764 2,794
equi prrent
Rent or | ease: O her business --- 16, 640 --- ---
property
Repai rs & mai nt enance 3,634 15, 476 3,296 4, 065
Suppl i es --- 1,474 --- 1, 625
Taxes/ | i censes 20, 741 27,556 27,986 26, 915
Travel 6, 710 3,238 2,072 1,989
Meal s & entertai nment 1, 752 1, 383 --- 1,172
Uilities 5, 039 --- --- ---
Contracted services --- --- 931 1,932
Laundry 490 583 490 490
Pest control 480 96 438 ---
Trash col | ection 149 --- 232 104
Uni f or ms 877 806 1,524 1,601
Tot al 124, 147 134, 391 68, 536 69, 885

The parties did stipulate that the Daouds are not entitled to any
of the deductions clained for charitable contri butions.

B. Schedul e A Deducti ons

The Comm ssi oner chall enged two of the Daouds’ Schedule A
deductions from 2000: $3,640 in clainmed gift/jewelry expenses and
The Daouds conceded after trial

$10, 183 for m | eage. t hat they

aren’t entitled to any Schedul e A deductions beyond those al ready
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al l oned by the Conm ssioner, but they are still relevant for our
determ nation of penalties. The Daouds al so concede that they
failed to report a $2,565 state-incone-tax refund received in
2000. The Daouds were required to include this anbunt because
their 1999 Schedule A clained a deduction for all of the state

i ncone taxes paid, including the amount that they over paid.

C. Gain on the Sale of the Irvine Wenerschnitzel

In the notice of deficiency, the Conm ssioner adopted the
cal cul ations of the revenue agent and determ ned that there was
unreported gain realized on the sale of the Irvine business in
2001. The Daouds purchased the Irvine Wenerschnitzel in 1994
for approxi mately $200, 000, and sold it for about $350,000. The
| RS determ ned that the adjusted basis in the business was
$236, 166. 55, which included the cost of inprovenents made by the
Daouds in 2001. 1In addition, it was determ ned that the Daouds
had an avail able net capital |oss of $88,896 that could offset
sone of the gain realized on the sale.

Qut of the $54,866 gain subject to tax, he also determ ned
t hat $38,848 was ordinary incone under section 12502 and the rest
was capital gain. He arrived at these nunbers by starting with
t he anount paid by the Daouds for the Irvine Wenerschnitzel in

1994, about $200, 000, and divided it by 39 years--the recovery

2 Unless otherwi se noted, all section references are to the
| nt ernal Revenue Code; all Rule references are to the Tax Court
Rul es of Practice and Procedure.
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period for nonresidential real property under section 168. From
that cal cul ati on he concluded that the depreciation allowed per
year under a straight-line nmethod was $5,128. He then multiplied
$5, 128 by the nunber of years the Daouds owned the Irvine
franchi se, comng to $38,848. Because $38, 848 was found to be
“section 1250 incone,”® he presuned that the remaining $16, 018
was capital gain. Eventually the parties agreed that the Daouds
realized only a $12,325 capital gain, but the Conm ssioner’s
determ nation of section 1250 incone is still at issue.

D. Penal ties

On their 2000 return, the Daouds reported a $110, 015 | oss on
the sale of kitchen equipnent. As a result, the revenue agent
request ed docunentation fromthe Daouds substantiating this |oss;
and M. Daoud gave the agent a docunent titled “CONTRACT” that
was witten on SILVA/ MBA || Restaurant Equi pnent |etterhead. The
docunent was a bid from SILVA |listing new equi pnent and equi pnent
upgrades that the Daouds woul d have to buy before they could sel
the Irvine Wenerschnitzel. The total amount of SILVA's bid was
$110, 015.

When the revenue agent received the bid she noticed a couple
of odd things about it. The docunent was signed by Edward Daoud

but the line for Mchael Freed, one of the contractor’s partners,

8 The ternms “section 1250 gain,” “section 1250 recapture,”
and “section 1250 incone” refer to the anount of ordinary inconme
required to be recogni zed under section 1250.
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was blank. It also appeared as though the date on the docunent
had been altered to read March 1, 2000. Her suspicions pronpted
her to issue a summons to SILVA. SILVA quickly sent her a |ist
of bids it had made for the Daouds’ Irvine Wenerschnitzel, and
t hree cancel ed checks totaling $31,241 witten by the Daouds.
One of the bids on the list was for $110,015 and was nade on
March 1, 2001. Fromthis the revenue agent determ ned that the
docunent provided by M. Daoud had been altered, causing her to
di sal | ow t he kitchen-equi pnment | oss and apply a civil-fraud
penal ty under section 6663 for the amount of the deficiency
attributable to the kitchen equi pnment | oss, and accuracy-rel ated
penal ti es under section 6662 for the rest.

At the end of trial, however, the Conm ssioner orally noved
under Rule 41(b) to conformthe pleadings to the evidence
presented. He now wants us to attach the civil-fraud penalty to
the full anpount of the underpaynent for both tax years. And, as
an alternative, he asks us at least to apply the accuracy-rel ated
penal ty under section 6662 to whatever anount we determ ne i s not
subject to the civil-fraud penalty. The Daouds did not object to
the Comm ssioner’s notion, and both parties have specifically
addressed the nmerits of the issue in their briefs.

1. The Trial

The Daouds were unable to substantiate many of their

deductions at trial, and M. Daoud’s testinony did not help their

case. M . Daoud conceded that he and his wife were not entitl ed
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to the loss on the sale of kitchen equipnent, but he tried to
explain why he reported a | oss for equi pnent he had neither
bought nor sold. He testified that he was unsure how t he

$110, 015 I oss got on his return, but he speculated that the bid
was mxed up with all the other paperwork on his desk, which
caused himto enter it into Turbo Tax by m stake. He also
testified that the date he recorded on the Form 4797, Sal es of
Busi ness Property, as the date that he sold the equi pnent was
sinply one that he chose at random after Turbo Tax pronpted him
to enter a date. He went on to explain that he gave the altered
docunent to the revenue agent “out of panic.”

During the remainder of M. Daoud’ s direct exam nation, he
proffered nunerous bits of evidence and expl ai ned how each piece
substanti ated the Daouds’ deductions and expenses. One of these
exhibits included two m | eage | ogs and various receipts from
airline, hotel, and car rental conpanies. M. Daoud offered this
exhibit to substantiate the travel - expense deductions he cl ai ned
for his job search and for the Wenerschnitzel restaurants.

The two m | eage | ogs--especially the dates on them-are
particularly interesting. On the first entry of the first |og,
M. Daoud filled in 1/7/00 for the date, wote his destination,

t he busi ness purpose, and the mles driven. The | og continues
sequentially until 12/18 when just the day and nonth are noted.
On the second |log the dates start over with 1/5/00 and the | og

agai n continues sequentially with just the day and nonth witten
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from1l/9 until 11/27. Some of the dates appear tw ce and ot hers
do not. The Comm ssioner’s counsel wondered why M. Daoud had
two logs for the sane year, and during the cross-exam nation she
asked him

Q Are they all for 2000, or could you explain that

to us?
A It 1ooks like both of themare for 2000.

Q And you don’t have one for 20017

A | may. | don't really know.

During the next part of her cross-exam nation, the
Conmi ssioner’s counsel asked M. Daoud about his other travel
expenses. She questioned himabout the dates of specific trips
and the correspondi ng busi ness purpose. For each trip, M. Daoud
expl ai ned who interviewed himor described a Wenerschnitzel
function that he and his wife attended. One of the receipts M.
Daoud was questi oned about came froma hotel in Lake Tahoe. The
recei pt showed that two adults checked into a hotel on Decenber
22, 2001, and checked out on the 26th. M. Daoud expl ai ned that
this trip was for a Wenerschnitzel conference. The
Conmmi ssioner’s counsel found it odd and asked:

Q Wul d you characterize this as a Chri stnas
conf erence?

A It is not really up to us when they hold it.
It is when they hold it and we go to it.

Q Do they typically hold Wenerschnitzel
conferences over the Christmas holidays?
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Cccasionally, yes, they do. This is on the request
of the franchi sees.

The Comm ssioner’s counsel continued asking M. Daoud

gquestions about specific receipts but soon returned to the

m | eage |l ogs to ask about specific dates listed. For exanple:

Q

> O >

O » O » O » O » O

>

And on 2/7, you went to Mssion [Viejo]?
Yes.
And who did you interview with there?

Anot her enployer. | don't really renenber the
name.

* * * * * * *
On 2/16, you went to Santa Monica?

It | ooks |ike Santa Moni ca.

Ckay. And on 2/19 you went to Riverside?

Yes.

And who did you interviewwth in Santa Mnica?
| don't really renenber.

Ckay. But you had an interview?

Yes, all these are interview rel ated.

Okay. And who did you interviewwth in
Ri versi de?

G ve ne a second, please. | believe it was--|I
believe they are a subsidiary, and | don’t
remenber exactly their nane.

Havi ng gotten what she wanted from M. Daoud, the

Comm ssioner’s counsel asked himto conpare the dates on the

receipts with those on the m |l eage | ogs:
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Q Al right. M. Daoud, we have now just gone over
sonme of your travel, and | amjust curious. Isn't
it true that you just testified that on February 7
2000, you were on an interviewin Mssion [Viejo]?
Yet, you have also testified that * * * on 2/7
* * * you were in Portland? * * *,

A It can be. Sonmething in the norning and sonet hi ng
in the afternoon.

Q And so you went to both of thenf
Possi bl y.

Q Ckay. Now what about how you just testified that
on 2/ 14 that you were in Long Beach, and on 2/ 16,
* * * were in Santa Monica, and on 2/19, you were
in Riverside for interviews. Yet at the sane tine,

you were in Korea between 2/13 and 2/19? How can
that be? That’'s quite a far distance.

* * * * * * *

A The Korea trip * * * was 2001.
* * * * * * *
Q This is your ticket to Korea, correct?
Yes.

Q And if you | ook at the date of issue, February 9,
2000 and not 2001, correct?

A It looks like it.

Through further cross-exam nation, the Conm ssioner’s
counsel showed that the m | eage |ogs placed M. Daoud in Oxnard
on the sane day he was in Toronto, in California when he was in
IIlinois, at interviews in several California cities when he was
apparently in London, and in San Jose and Santa Moni ca when he
was shown to be in Hawaii. M. Daoud then conceded that it was

possible that the mleage logs reflected two separate years, one
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for 2000 and one for 2001. But even if we assunme that the
m | eage | ogs cover both years, it would not explain the
i nconsi stences between the | ogs and M. Daoud’s other travel
receipts. This extraordinarily effective cross-exam nation
substantially underm ned M. Daoud’s credibility and the val ue of
any of the evidence that he hinself created.

Di scussi on

The Conm ssioner’s Mdition To Anend the Pl eadi ngs

We nust first decide whether to grant the Commi ssioner’s
notion to conformthe pleadings to the evidence presented at
trial, tolet himassert a fraud penalty for both 2000 and 2001.
See sec. 6214(a); Rule 41(b). Rule 41(b)(1l) treats an issue as
if raised in the pleadings if it was tried with the express or

inplied consent of the parties. See, e.g., LeFever v.

Commi ssioner, 103 T.C. 525, 538-39 and n. 16 (1994), affd. 100
F.3d 778 (10th Cr. 1996). That’'s what happened here. The
Daouds failed to object to the Conm ssioner’s notion at trial.
The facts giving rise to the Comm ssioner’s notion were raised
during trial, and without objection. And both parties addressed
t he substance of whether the civil-fraud penalty shoul d be
applied to the entire 2000 and 2001 deficiency in their briefs.
There’s al so no surprise here--the evidence on which the
Conmmi ssi oner bases his notion cones from M. Daoud s own

testinmony and the facts stipulated by the parties. W wll
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therefore grant the Comm ssioner’s notion and allow himto assert
the additional civil-fraud penalties.*

1. Substantiation of the D sputed Schedule C ltens

The parties dispute $192,683 of Schedul e C expenses for 2000
and $204, 276 for 2001. The Daouds deducted expenses in multiple
categories, but we divide theminto two: (1) expense categories
for which the Daouds have offered no evidence, and (2) expense
categories that the Daouds actually tried to substantiate. W
qui ckly deal wth those itens that fall into the first category.
Because the Comm ssioner’s determ nation is presuned correct,
wi t hout further evidence the Daouds have not net their burden of
proof. See Rule 142(a). The Daouds therefore have failed to
substantiate the disputed portions of the foll ow ng categories of
expenses: car and truck, depreciation, pensions and profit
sharing plans, utilities, |legal and professional fees, and
| aundry.

We next consider whether the Daouds have substantiated any
of the remaini ng expenses.

A. Cost of Goods Sold

The Comm ssi oner says that the Daouds aren't entitled to
$23, 158 of their cost-of-goods-sold adjustnent--the difference

between the total cost of goods sold reported on the Daouds’ 2000

4 He of course bears the burden of proving that the penalty
is warranted by clear and convincing evidence. See sec. 7454(a);
Rul e 142(b).
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return and the correspondi ng anount |isted on the Quicken
reports. The Daouds don't attenpt to reconcile this discrepancy.
I nstead they argue that the amounts they clainmed were reasonabl e,
and thus should be allowed in full. But we don't believe that
t he Comm ssi oner acted unreasonably in denying | ess than four
percent of the Daouds’ clained cost of goods sold in 2000. This
is especially true given the fact that the revenue agent relied
on the Daouds’ own Quicken reports in reaching her concl usion.
The Daouds also tried to substantiate the disputed portion
of the cost of goods sold with an exhibit containing page after
page of photocopied receipts fromgrocery stores and whol esal e
clubs. These receipts are of little value. Wthout an
expl anation fromthe Daouds, it is inpossible for us to
di stinguish itenms used at their Wenerschnitzels fromthose used
by them personally. Mny of the itens on the receipts are
househol d or personal care products, or food and drink (e.g.,
liquor) that we find were probably not served or used at their
restaurants. We therefore sustain the Conm ssioner’s cost-of -

goods-sol d adj ust ment for 2000.°

> The Daouds entered into evidence a nunber of checks
witten to their payroll-service conpany. The Comm ssi oner
al l oned the funds paid on these checks as part of cost of goods
sold. These checks do not, therefore, substantiate any of the
expenses still in dispute.



B. | nsur ance

The parties dispute only the Cypress restaurant’s insurance
expenses for 2000 and 2001. The Commi ssioner did allow $2,314 of
t he $4, 633 anount clained for 2000, and $1,875 of the $4, 994
anount clainmed for 2001. But the Daouds argue that they are
entitled to the full anmpbunt and offer invoices fromtheir
i nsurance agent, and a policy summary fromtheir insurance
carrier. According to these docunents, the insurance prem um for
t he Cypress Wenerschnitzel in 2001 was about $2,000. (The
Daouds introduced no evidence on their 2000 insurance expense.)
Al t hough the $1,875 the Conmi ssioner allowed is | ess than the
prem uns shown on the docunents, the Daouds have not proven that
they paid those premuns. W therefore find in favor of the
Conmi ssi oner .

C. Mbort gage and Ot her | nterest

The parties dispute $13,286 of the nortgage-interest expense
clained for 2000 and $7,685 for 2001. The Conmi ssi oner
di sal |l owed t hese expenses because the Daouds were renters, not
owners, of their Wenerschnitzels’ real estate. M. Daoud
conceded that the nortgage | abel wasn't proper, but said that he
had just m stakenly reported as nortgage interest the interest
they paid to finance their purchase of restaurant equi pnent. As
proof, he offered cancel ed checks totaling $15,807 witten to a
credit union in 2001. These checks and M. Daoud’s testinony

don’t prove that the paynents were being made on a business, and
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not a personal, loan; therefore, we find that they failed to
substantiate the disputed interest expenses.

D. Equi pnent Lease

The Comm ssi oner di sputes equi pnent -1 ease deducti ons
totaling $18,839 for 2000 and $23, 869 for 2001. The Daouds claim
that part of the 2000 equi pnent-| ease expense was for an ice
machine at their Irvine restaurant that cost $165 per nonth. To
substantiate this expense, they introduced a | easing contract for
years other than 2000 and cancel ed checks showi ng that they nade
their paynents. These are the types of records we like to see,
but the Comm ssioner is also correct that on this point they were
superfl uous--he had already all owed the ice-nmachi ne expense.®

The only evidence the Daouds provide to substantiate the
rest of their equi pnent-I|ease expenses is a stack of cancel ed
checks witten to three different banks. As with the nortgage-

i nterest expense, they did not provide any additional
docunentation to show the purpose for those checks. And our
exam nation of the 2000 Qui cken reports showed checks witten to
t he sanme banks for the sanme anobunts al so showi ng up as “Mortgage
i nterest expense,” “Qther interest expense,” and “M sc.

material s” and “Supplies.” Such doubl e-duty doesn’t work: the

6 The Daouds originally clainmed $9,744 and the Conmi ssi oner
al l oned $1,980 ($165 x 12 nonths), |eaving the di sputed bal ance
of $7,764.
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Daouds aren’t entitled to claimany of the disputed equi pnent-
| ease expenses.

E. Lease Expense: Oher Business Property

The parties’ only dispute in this category is over the
expense of |easing the building and | and used by the Cypress
W enerschnitzel in 2001. The Comm ssioner allowed $72,000 of the
$88, 640 cl ai ned.

The Daouds argue that they are entitled to a deduction for
t he noney they paid the franchisor under a common-area
mai nt enance contract, about $395 a nonth. But the invoices
offered are for the Irvine, not the Cypress, store and from 2000,
not 2001. The Daouds did not provide us with Cypress’s | ease or
any ot her evidence show ng Cypress’s obligation to pay this
anount .

We neverthel ess found, buried deep within one of the
Comm ssioner’s exhibits, copies of eight checks drawn on
Cypress’s bank account and deposited by the building s |essor.
Five checks are for $6,129.69 and three are for $6,341.73. W
find these checks substantiate eight rent paynents nmade for eight
different nonths in 2001.

Al t hough the Daouds cannot fully substantiate their rental
expense for the entire year, under Cohan we can approxi mate the
al | owabl e anount if we have a reasonable basis to do so. Cohan

v. Comm ssioner, 39 F.2d 540, 543-44 (2d Cr. 1930); Vanicek v.

Comm ssioner, 85 T.C. 731, 742-43 (1985). Therefore, we wl|
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all ow the Daouds to claim $6, 129.69--the | esser of the two
amounts listed on the checks--for each of the four nonths not
proven directly. This is a small victory for the Daouds: W
find substantiation of $74,192.40 of their | ease expenses for
2001, which cones out to be $2,192.49 nore than the Commi ssioner
al | owed.

F. Repairs

The Daouds offered copies of checks to prove the disputed
repair expenses of $6,930 for 2000 and $19,541 for 2001. Three
of the checks were witten fromthe Irvine Wenerschnitzel’'s bank
account in 2000, and their total is |less than the anount already
al l oned by the Comm ssioner for this category. The fourth check
was witten fromthe Daouds’ personal account in 2001, and the
only evidence offered to explain its purpose is M. Daoud’s
testinony that it was for repairs. W are not persuaded, and
find that the Daouds have not substantiated the disputed repair
expenses.

G Supplies

I ncluded with the receipts previously discussed are ones
from Honme Depot and Restaurant Depot, which the Daouds argue
substantiate their deductions for supplies. During his
testimony, M. Daoud clainmed that these receipts were for
restaurant supplies. W do find M. Daoud’'s clains nore |ikely
than not true for the itens that he bought at Restaurant Depot,

but the things he bought at Home Depot could just as |ikely have
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been used by the Daouds at hone. The Daouds’ inability to prove
that these itens were bought for a business purpose is not the
only problem here--the total anpunt the Comm ssioner allowed the
Daouds for supplies is greater than the total anmount they clai ned
on their returns.” And while $3,099 is still in dispute for 2001
($1,474 for Cypress and $1,625 for Irvine), the Daouds have not
provi ded any specific proof that these receipts correspond to
that anpunt. W again find for the Comm ssioner.

H. Taxes & Licenses

The Comm ssioner and the Daouds continue to argue over
property taxes and licensing fees. For the Cypress store, the
Comm ssi oner allowed only $5,088 for 2000 and $25 for 2001; for
the Irvine store, he allowed $2,497 for 2000 and nothing for
2001.

Even though the Daouds did not own the property their
W enerschnitzels sat on, they claimthat both franchise
agreenents required themto pay property taxes. |If true, this
woul d be a proper business deduction, though properly reportable
as part of their rental/l ease expense. See sec. 162(a); sec.

1.162-11(a), Income Tax Regs. But here again they produce no

" On Cypress’s Schedule C for 2000, the Commi ssioner all owed
a $15, 736 deduction for “Supplies” even though the Daouds clai ned
only $7,692. Nothing was clained or allowed for Irvine in 2000.
And for 2001, the Conmi ssioner allowed $833 of Cypress’'s $2, 307
supply expense, and zero of Irvine's $1,625 supply expense.
Thus, the total deduction allowed by the Comm ssioner for
supplies, $16,569, is $4,945 nore than the total deductions taken
by the Daouds on their returns.
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records for the Cypress store, and so we find for the
Conmmi ssioner on this issue.

The Daouds did produce invoices for real-property taxes on
the Irvine store for two fiscal years: 1999-2000 and 2000-2001.
The tax liabilities shown were for $4,816 and $4, 894. 82,
respectively. They also provided records showing that their
landlord billed themfor the Irvine property’ s taxes (plus a copy
of a $424 bill fromthe Gty of Orange for health-service fees).

| nvoi ces by thenselves don’t prove paynent. But the C osing
St at enent generated by Heritage Escrow Conpany, docunenting the
sale of their Irvine business in Novenber 2001, confirns that
they were current on their real-property taxes and heal t h-service
fees through the closing date. Though the docunentation is
sparse, we do find it nore likely than not that the Daouds paid
real property taxes totaling $4,856 in 2000 and $4,283 in 2001.°8
W also find it nore likely than not that the Daouds paid $424 in
heal t h-service fees in 2000 and $347 in 2001. After subtracting
what the Conm ssioner previously allowed, the Daouds are entitled
to claiman additional $2,783 for 2000 and $4, 630 for 2001.

| . Travel, Meals, and Entertai nnent

The Daouds argue that they are entitled to deduct $10,534 in
expenses for travel to Lake Tahoe in 2000, and $7,782 for travel

to Hawaii for a Wenerschnitzel conference in 2001. They showed

8 Because the Daouds sold their business in Novenber 2001,
t he expenses for “Taxes & Licenses” are less in 2001.



- 24 -

receipts fromthese trips and M. Daoud testified about the
trips’ business purpose. Wiile we believe that the
W enerschnitzel organization has conferences, we do not believe
M. Daoud’ s testinony that these trips were for those
conferences. W need corroboration, especially given M. Daoud’s
claimthat he and Ms. Daoud were in Lake Tahoe on Chri stmas Day
for a conference. Even if we credited his testinony on this
poi nt, section 274(d) requires enhanced substantiation for travel
expenses whi ch neither Daoud supplied. W therefore find that
they are not entitled to deduct these travel expenses.

The Daouds al so claimthat the nunerous restaurant receipts
i ntroduced into evidence were for neals with suppliers and ot her
people related to the Wenerschnitzel business. M. Daoud cannot
remenber the specifics of the neals, but he assured us in his
testinmony that they were for business. This testinony also | acks
the specificity that section 274(d) requires. W find that the
Daouds can’t deduct these neals.

J. O her Expenses

1. Contracted Services

To substantiate the deductions for contracted services, the
Daouds offer copies of checks witten to various individuals.
The Daouds, however, failed to explain what the individuals did
for them The only explanation they gave is that one of the
i ndi vidual s was a | abor contractor who hel ped out at their Irvine

store. Wth only the checks and M. Daoud’s testinony, we are
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not convinced that the noney was spent for a business purpose.
Therefore, we will allow neither the disputed $931 for 2000 nor
t he disputed $1,932 for 2001.

2. Pest Contr ol

The Conmi ssioner allowed the Daouds al nost $1, 000 for pest-
control expenses in 2001, but the parties still fight over $918
in 2000 and an extra $96 in 2001. To support their claim the
Daouds offer invoices fromLloyd Pest Control for $692 billed and
dated 2001. But they don’t argue that these invoices
subst anti ate expenses di sall owed by the Comm ssioner, nor do they
of fer any evidence to substantiate any 2000 expense for this
category. We find for the Comm ssioner on this issue as well.

3. Trash Collection

The Conm ssioner allowed the Daouds nost of their clained
expenses for trash collection, including an anount greater than
what they clainmed on their 2001 returns for their Cypress store.
But the Daouds say they should still be able to deduct an extra
$381 in 2000 ($149 for the Cypress store and $232 for Irvine
store) and $104 in 2001 (for the Irvine store). The Daouds
produced a few invoices billed to the Cypress | ocation, but the
Comm ssi oner already allowed an amobunt greater than the total of
the invoices. The Daouds’ failure to show how the invoices prove
any di sputed anount forces us to toss this argunent. W find
that the Daouds failed to substantiate the disputed trash-

col | ection expense.



4. Uniforns

The di sputed uni form expenses are $2,401 for 2000 and $2, 407
for 2001. To substantiate these expenses, the Daouds offer only
i nvoices sent to their Cypress Wenerschnitzel in 2001. The
i nvoi ces total $1,310, which is the exact anmount the Comn ssioner
al l owed their Cypress store for that year. Because no other
evi dence was provided, we find that the Daouds have not
substanti ated the disputed portions of the uniform expense.

I11. Depreciation Recapture

The parties agree that the Daouds realized at |east $12, 325
of capital gain on the sale of their Irvine Wenerschnitzel in
2001, so we need to decide only if the Daouds are liable for the
$38, 848 of section 1250 gain.?®

As we’'ve already briefly noted, in calculating the Daouds’
section 1250 inconme the Conm ssioner started out wth the

purchase price of the Irvine Wenerschnitzel in 1994

® The only argunent the Daouds make to dispute their
l[tability for section 1250 gain is that the parties agreed in the
stipulation that $12,325 was the anobunt of gain that should have
been recogni zed in 2001; therefore, the Comm ssioner is estopped
fromasserting any additional gain under section 1250. But the
stipulation states only that the Daouds “received capital gain in
2001 fromthe sale of their Irvine Wenerschnitzel in the anount
of $12,325 * * * ” |t does not stipulate to the overall gain
realized on the sale. Gven that this Court applies genera
contract principles when interpreting tax-settlenment agreenents,
t he Daouds’ position is without nerit. See, e.g., Dutton v.
Comm ssioner, 122 T.C 133, 138 (2004). Parties “are bound to
the terns agreed upon and not to the prem ses underlying their
agreenent[.]” Pack v. United States, 992 F.2d 955, 959-60 (9th
Cr. 1993) (citing Zaentz v. Conm ssioner, 90 T.C. 753, 761
(1988)).
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(approxi matel y $200, 000) and divided it over 39 years--the
recovery period for nonresidential real property. See sec.
168(c). He then calculated that the annual all owabl e
depreciati on under a straight-line nmethod was $5, 128 whi ch, when
multiplied by the years that the Daouds owned the Irvine
franchi se equal ed $38, 848.

The math works, but the reasoning is wobbly. Section 1250
applies to real property depreciable under section 167 (i.e.,
used in a trade or business) other than section 1245 property.
See secs. 167(a), 1250(c); sec. 1.1250-1(e)(3), Incone Tax Regs.
When section 1250 property is disposed of (e.g., sold or
exchanged), a taxpayer generally has to recognize as ordinary
incone the lesser of (1) the “additional depreciation,” or (2)
the taxpayer’s gain on the disposition of the property. See sec.
1250(a)(1); sec. 1.1250-1(a), Inconme Tax Regs. Additional
depreciation--for property acquired after 1975 and held for nore
than one year--is usually the anmount of depreciation (or
anortization) clainmed by the taxpayer in excess of the anount
al | oned under a straight-line nmethod. Sec. 1250(b)(1); sec.

1.1250-2(a), Inconme Tax Regs.; see, e.g., Universal Mtg., Inc.

10 The straight-line nethod requires taxpayers to take
depreci ati on deductions evenly over an asset’s useful life or
recovery period--roughly, the asset’s cost divided by the nunber
of years required by the Code. See sec. 1.167(b)-1, Incone Tax
Regs.
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V. Conm ssioner, T.C. Menob. 2007-305; Murry v. Comm ssioner, T.C.

Mermo. 1993-471.
“[S]ection 1250 property” is usually a building, including
its structural conponents, owned by the taxpayer and used in his

trade or business. See secs. 1245(a)(3), 1250(c); Hosp. Corp. of

Am v. Conm ssioner, 109 T.C 21, 56 (1997). A |easehold

interest in land or a building, which is what the Daouds held in
their Irvine Wenerschnitzel, may al so qualify as section 1250
property. Sec. 1250(c); sec. 1.1250-1(e)(3), Incone Tax Regs.;

see al so Kingsbury v. Conm ssioner, 65 T.C 1068, 1090 (1976).

But tangi bl e and intangi bl e personal property used in the
t axpayer’s trade or business does not--it’s governed by section

1245. 11 See sec. 1245(a)(3); Hosp. Corp., 109 T.C. at 56-92

(di scussing the differences between section 1250 and section 1245
property).

Under section 1245, all deductions for depreciation are
recouped as ordinary incone to the extent a taxpayer realizes a
correspondi ng gain on the disposition of his section 1245

property.' See e.g., sec. 1245(a); Buffalo Tool & Die Mqg. Co.

v. Comm ssioner, 74 T.C. 441, 445 (1980). Like section 1250,

section 1245 only applies when a gain is realized. The key

11 Section 1245 al so includes sone real property used in
m ni ng, manufacturing, and certain service industries. See sec.
1245(a)(3)(B)- (0.

12 See section 1245(b) for the exceptions and |imtations.
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di stinction between the two sections is that section 1245
recaptures all depreciation deductions affecting the adjusted
basis of the property, and section 1250 only recovers “additi onal
depreciation.”

Because the Code treats section 1250 and section 1245
property differently, the regulations require gain to be conputed
separately for each type of property. See secs. 1.1245-1(a)(5),
1.1250-1(a)(6), Inconme Tax Regs.; Kingsbury, 65 T.C at 1090.
Section 1.1245-1(a)(5), Incone Tax Regs., states:

In case of a sale, exchange, or involuntary conversion

of section 1245 and nonsection 1245 property in one

transaction, the total anmount realized upon the

di sposition shall be allocated between the section 1245

property and the nonsection 1245 property in proportion

to their respective fair market values. * * *

The recapture rules for section 1245 are also usually applied on

an asset-by-asset basis. See sec. 1.1245-1(a)(4), Inconme Tax

Regs.; Buffalo Tool & Die, 74 T.C. at 445-52; cf. sec. 1.1250-5

(d)(2)(iii), Income Tax Regs.

In this case, the Comm ssioner incorrectly assuned that the
I rvine Wenerschnitzel was conposed of only section 1250
property. This is evident fromthe fact that his agent took the
aggregate val ue of the business property in 1994 (i.e., the
purchase price), and divided it by a recovery period used only
for section 1250 property. But the restaurant was al ready there
in 1994, leading us to find that the Daouds had bought both

section 1250 and section 1245 property. Certainly by 2001, nuch
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of the Irvine franchise’'s property fell under section 1245 (e.g.,
franchi se rights, machi nes, equipnent, and purchased goodw | 1l).

The Comm ssioner al so confused the application of section
1250 with section 1245. The Conm ssioner added to the Daouds’
ordinary inconme the sumof all the depreciation that was
cal cul ated under a straight-line nmethod, for the period in which
t hey owned the business. This is not right: Section 1250 gain
is realized only if the Daouds took nore than a straight-Iine-
depreci ati on deduction. See sec. 1250; sec. 1.1250-1, Incone Tax
Regs.

There is no evidence in the record that suggests the Daouds
used anything other than a straight-1ine nmethod when depreciating
and anortizing their business’s 1250 property. The Daouds paid
rent in equal, nonthly installnments for the use of the | and and
building, and it appears that they clai med depreciation
deductions on their Schedule Cs only for section 1245 property.
We therefore find that the Daouds are not required to recognize
any recapture incone under section 1250.

The question of recapture under section 1245 is a bit nore
conplicated. W have consistently held that we will not consider

“i ssues” which have not been pl eaded, see, e.g., Markwardt v.

Commi ssioner, 64 T.C 989, 997 (1975); Troutman v. Conm Ssioner,

13 The Daouds never depreciated their 2001 inprovenents,
which may or may not qualify as 1250 property. See sec. 1250(c);
sec. 1.48-1(e), Incone Tax Regs.; Walgreen Co. v. Conm Ssioner,
68 F.3d 1006, 1007 (7th Cir. 1995), revg. 103 T.C 582 (1994).
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T.C. Meno. 2004-32, affd. 137 Fed. Appx. 70 (9th G r. 2005), but
we can sustain the Comm ssioner’s determ nation for “reasons”

ot her than those given in the notice of deficiency, e.g., Estate

of Finder v. Comm ssioner, 37 T.C 411, 423 (1961). What

di stingui shes “issues” from“reasons” is that a new i ssue would
alter the evidence presented, but a new reason is just a new

argunent about the existing evidence. See, e.g., Hurst v.

Comm ssioner, 124 T.C. 16, 30 (2005).

The Comm ssioner neither argued nor determ ned that a part
of the Daouds’ deficiency stemmed from section 1245 recapture,
and this is not a case where the Comm ssioner used the right
rules but labeled it with the wong section nunber. Under
section 1245, the Comm ssioner’s determ nation would still be
am ss.* W therefore find that Daouds were not put on notice of
t he section 1245 argunent, and did not know to present evidence

or argunents addressing it.

4 The Daouds did in fact sell some section 1250 property as
part of the sale of their business--for exanple, their |easehold
interest in the |and and buil ding, and possibly sonme of the
| easehol d i nprovenents that they had made. This neans that sone
of their adjusted basis and sale proceeds would still need to be
al | ocat ed between section 1245 and section 1250 property. This
the revenue agent did not do. Even then, the 39-year recovery
period would not apply. Intangibles such as purchased goodw I |
and the right to operate a franchise all have a 15-year depreci a-
tion recovery period. Sec. 197. And the Daouds’ equipnent and
ot her section 1245 property that they sold would Iikely be recov-
erable over 5 and 15 years. See sec. 168. Thus, we can’t consi -
der the $38, 848 amount nerely wearing the wong |abel to be a
reasonabl e estimate of the section 1245 gain.
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Nei ther party litigated the issue of section 1245 gain.
Nei ther party tried to value the business’'s section 1245
property, and neither offered any val uation of the Daouds’
section 1245 property. W therefore find in the Daouds’ favor on
any issue of section 1245 incone.
V. Penalties

A. Fraud Penalties

Section 6663(a) inposes a penalty of “an anmount equal to 75
percent of the portion of the underpaynent which is attributable
to fraud.” A taxpayer commts fraud when he “evade[s] taxes
known to be owi ng by conduct intended to conceal, m slead, or
ot herw se prevent the collection of taxes.” Parks v.

Commi ssioner, 94 T.C 654, 661 (1990). The Conm ssi oner has

conceded that Ms. Daoud is not liable for the fraud penalty and
we nust determne only M. Daoud’'s liability.

To inpose a penalty for fraud we nust find that the
Comm ssi oner has proven by clear and convincing evidence that (1)
an under paynent of taxes occurred, and (2) that sonme portion of
t he under paynent was due to fraud. See sec. 6663(a); Rule
142(b). It is the second elenent that is often difficult for the
Comm ssioner to prove because he |likely does not have direct
proof of the taxpayer’s intent. This is why we allow the
Comm ssioner to prove fraud wth “circunstantial evidence and
reasonabl e inferences drawn fromthe facts * * *.” Meier v.

Commi ssioner, 91 T.C 273, 297 (1988). W have identified
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various indicia of fraudulent intent. [d. at 297-98. These
i ncl ude:

. under st atement of incone;

. i nadequat e records;

. failure to file tax returns;

. i npl ausi bl e or inconsistent explanations of behavior;

. conceal nrent of assets;

. failure to cooperate with tax authorities;

. engaging in illegal activities;

. attenpting to conceal illegal activities;

. dealing in cash; and

. failing to nake estinmated tax paynents.

Id. (citing Bradford v. Conm ssioner, 796 F.2d 303, 307-08 (9th

Cr. 1986), affg. T.C. Meno. 1984-601). The Comm ssioner nust

al so prove fraud for each year in issue. See N edringhaus v.

Comm ssioner, 99 T.C. 202, 210 (1992).

| f the Comm ssioner neets his burden as to any portion of
t he under paynent, then we have to treat the entire underpaynent
as attributable to fraud except to the extent the taxpayer
est abl i shes, by a preponderance of the evidence, that a portion
of the underpaynent is not due to fraud. Sec. 6663(b).

1. Fraud for 2000

The Comm ssioner has net his burden with respect to the
first element of fraud--he has shown that the Daouds underpaid

their 2000 taxes. M . Daoud even concedes that he wasn't
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entitled to the loss reported on the sale of kitchen equi pnent.
The second el enent, requiring the Comm ssioner to show fraudul ent
intent at the tine the Daouds reported the loss, is a bit
trickier.

This case is a good exanple of why we all ow t he Conm ssi oner
to prove fraudul ent intent using circunstantial evidence and the
taxpayer’s entire course of conduct. M. Daoud clains that he
reported the | oss by m stake, and he asks us to believe that he
first learned about it when the revenue agent brought it to his
attention. W do not believe him-M. Daoud s credibility
suffered during trial. H's testinony was often suspect, and the
records he provided have proven not to be what he said they were
on many subj ects.

The first indiciumof fraud, understatenent of inconme, can

be shown by an overstatenment of deductions. E.g., H cks Co. v.

Conm ssi oner, 56 T.C. 982, 1019 (1971), affd. 470 F.2d 87 (1st

Cr. 1972). For 2000, M. Daoud reduced the Daouds’ incone by
the $110, 015 kitchen equi pnent | oss, nore than $200, 000 in
unsubst anti ated Schedul e C expenses, and nore than $10,000 in
unsubstanti ated Schedul e A deductions. These deduction
overstatenments are significant.

M. Daoud was al so unable to substanti ate expenses and
deducti ons because the Daouds kept inadequate records--another
indiciumof fraud. He tried to disguise this shortcom ng by

throwi ng piles of docunents at the revenue agent and counsel for
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the IRS. These docunents are spotty and di sorgani zed. They
i ncl ude what appear to be falsified m|eage | ogs and numerous
recei pts for personal itens. And alnost all of M. Daoud’s
records proved i nadequate to substantiate the deductions and
expenses he di sputes.

Attenpting to conceal fraudulent activity is another
i ndi ciumof fraud present in this case. Wen asked to
substantiate the $110,015 | oss, M. Daoud gave the revenue agent
the altered bid that he was trying to pass off as a contract for
t he purchase of equipnent. He clainms that he gave the docunent
to the revenue agent because he pani cked after finding out about
his m stake. This story does not help his cause. Watever his
reasoning, he was trying to conceal his true incone fromthe
Comm ssi oner and that shows fraud.

Furt her evidence of fraud, and perhaps the nost damaging, is
M. Daoud’ s inpl ausi bl e expl anati on of how the $110, 015 | oss got
onto his return. He asks us to believe that while preparing his
2000 return he found a bid anong his tax papers and he m stakenly
entered it into Turbo Tax in a way that reduced his incone by
$110, 015. Then nonths |l ater, upon realizing his mstake, he
found the bid again, altered it, and gave it to the revenue agent
to substantiate the | oss because he panicked. This is an
i npl ausi bl e story: M. Daoud was actively negotiating for other
bi ds from SI LVA when the all eged m stake took place, so he was

famliar with the docunent. The Daouds didn’t sell any equi pnent
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in 2000. And why wouldn’t he recognize his m stake when he
conpleted the return and di scovered that all they owed in taxes
was $2,621 in self-enploynment tax?

The final indiciumof fraud present in this case is the
Daouds’ failure to make estimated tax paynents. In 2000, the
only tax paynents they nade were those that Aneritech w thheld.
Wth so many of the indicia of fraud present, we find that the
Comm ssi oner has net his burden and proved by clear and
convi nci ng evidence that a portion of the Daouds’ 2000
under paynent was due to fraud.

W will therefore treat the Daouds’ entire 2000 under paynent
as fraudulent. See sec. 6663(b). This shifts the burden to M.
Daoud to prove that sone portion of that underpaynent was not
attributable to his fraud. He argues, and we agree, that the
deduction he reported for the jewelry he gave to his wife was not
aresult of fraud. He identified the jewelry on the 2000 return
as “gift to spouse.” This deduction shows disregard for the tax
rul es, but not fraudulent conduct. As for the rest of the
under paynment, M. Daoud hasn’t tried to show that any ot her
portion of it was not attributable to fraud beyond arguing that
his records substantiate his deductions and expenses.

2. Fraud for 2001

In his brief, the Conm ssioner attenpts to conflate the
penalty issue for 2000 and 2001, arguing the evidence of fraud

wi thout referring to the particular tax year he is addressing.
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But we can’t inpute or presune fraud--it mnmust be established by

i ndependent evidence for each tax year. See, e.g., N edringhaus,

99 T.C. at 210; Petzoldt v. Conmissioner, 92 T.C. 661, 699

(1989). Thus, we next look to see if there is clear and
convi nci ng evidence of an underpaynent attributable to fraud for
2001.

The Comm ssioner did establish the first elenent: There
clearly was an underpaynent in 2001. The parties have even
stipulated the fact that the Daouds should have reported the
capital gain realized on the sale of their Irvine franchise. And
as previously determ ned, the Daouds did take Schedule C
deductions in 2001 to which they were not entitl ed.

As to the issue of fraudulent intent, we | ook at the various
badges of fraud. The first one, an understatenent of incone, is
shown by M. Daoud’ s unsubstantiated job search and Schedule C
expenses, and his failure to report the gain realized when the
Daouds sold their Irvine business. M. Daoud also failed to nake
estimated tax paynents in 2001, another indiciumof fraud. But
t hese transgressions could also reflect nmere negligence or a
di sregard of the Code and regul ati ons.

The Comm ssi oner argues that M. Daoud’ s education and
experience el evate these omssions to fraud. The Conm ssi oner,
however, does not allege, and the record does not suggest, that
M . Daoud had any expertise or specialized know edge in tax |aw.

We are not persuaded by the Conmm ssioner’s argunent that M.
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Daoud’s general intelligence and prior experience of being
audited are enough to prove an intent to evade taxes.

The Comm ssioner also alleges that M. Daoud tried to
conceal his incone in 2001 by “[burying] the sale of the Irvine
franchise as a | oss on Schedule D-1, followng the list of stock
sales.” W are unpersuaded. M. Daoud, although incorrectly,
did disclose the sale of the Irvine business on the returns.
Moreover, the way he reported the sale shows an attenpt to
di scl ose i nformation, not conceal it.

The Comm ssioner also points to M. Daoud’ s testinony
regarding the mleage | ogs as proof of fraudulent intent. M.
Daoud, however, did not use the mleage |logs to substantiate any
of his 2001 deductions. He testified that the m|eage | ogs were
exclusively for 2000, and only after the Conm ssioner’s effective
cross-exam nation did M. Daoud suggest that it was possible that
sone of the notations on the mleage |logs were for 2001. This
does not show an intent to evade his 2001 taxes, and in fact his
not relying on it to shrink his 2001 tax bill shows the opposite.
And the Comm ssioner does not allege any other m sl eading
statenents were nade by M. Daoud about his 2001 return.

We can’t help but find that M. Daoud kept inadequate
records and was not al ways cooperative with the IRS for both
years. But poor bookkeeping and frostiness toward I RS agents do

not necessarily prove fraudulent intent. See Terrell Equip. Co.

V. Conm ssioner, T.C. Menob. 2002-58; Piekos v. Comm ssioner, T.C.
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Meno. 1982-602. The IRS does argue that M. Daoud had a pattern
of underreporting his incone and overstating his deductions. But
a “pattern” of two years is thin soup, and not enough to |l et us
find clear and convincing evidence of fraud for 2001. See Loftin

& Whodard, Inc. v. US., 577 F.2d 1206, 1239 (5th Gr. 1978)

(finding that even a “consistent and substantial understatenent
of inconme is * * * [insufficient], by itself, to support a
finding of fraud”).

The Comm ssi oner does not allege, and the evidence does not
suggest, that M. Daoud fabricated, destroyed, or conceal ed
docunents related to his 2001 return. Gven the weight of the
evi dence, we conclude that the Conmm ssioner has failed to carry
hi s burden of proving, by clear and convincing evidence, that any
part of the 2001 underpaynent was a result of fraud.

B. Secti on 6662 Accuracy-Rel ated Penalty

On the portion of the Daouds’ deficiency not subject to
section 6663, the Comm ssioner seeks a 20-percent
accuracy-rel ated penalty under section 6662 because of: (1)
negl i gence, (2) disregard of the rules or regulations, or (3) a
substantial understatenent of incone tax.

The Conmm ssioner also wants Ms. Daoud to be liable for an
accuracy-rel ated penalty on the portion of the underpaynent
al ready subject to M. Daoud s civil-fraud penalty. An accuracy-
rel ated penalty, however, cannot be inposed on one spouse where

the other one is liable for fraud. See, e.g., Zaban v.
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Comm ssioner, T.C Meno. 1997-479. Unlike the fraud penalty,

which is inposed on each spouse separately, the accuracy-rel ated

penalty applies jointly and severally. See Tal nage v.

Comm ssioner, T.C Meno. 2008-34, affd. w thout published opinion

106 AFTR 2d 2010- 5706, 2010-2 USTC par. 50,550 (9th Cir. 2010):

Aflalo v. Conmm ssioner, T.C Meno. 1994-596. Thus, to inpose an

accuracy-rel ated penalty on Ms. Daoud when her husband is liable
for fraud is “inpermssible stacking.” See, e.g., Zaban, T.C
Meno. 1997-479. Therefore, we need to decide only whether the
j ewel ry deduction and the Daouds’ 2001 underpaynent will be
penal i zed under section 6662.

Once the Comm ssioner provides sone evidence of negligence,
di sregard of the Code and regul ations, or a substanti al
under statenent, the burden of proving that the Conm ssioner got
his penalty determ nation wong shifts to the taxpayer. See Rule

142(a); Hi gbee v. Comm ssioner, 116 T.C. 438, 446-47 (2001). A

t axpayer can shoul der this burden by show ng that, under all the
facts and circunstances, he acted with reasonabl e cause and in
good faith. Sec. 6664(c)(1l); sec. 1.6664-4(b)(1), |Incone Tax
Regs.

Negl i gence, as the regulations define it, is the failure to
make a reasonable attenpt to prepare one’s tax returns, keep
adequat e books and records, substantiate itenms properly, or
ot herwi se conply with the Code. Sec. 1.6662-3(b)(1), |Incone Tax

Regs. Disregard of the rules includes carel ess, reckless, or
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i ntentional disregard of the Code provisions or regul ations.
Section 1.6662-3(b)(2), Incone Tax Regs. And an under st at enent
is substantial if it is nore than $5,000 or 10 percent of the tax
required to be shown on the return, whichever is greater. Sec.
6662(d) (1) (A).

W find that M. Daoud clearly disregarded the rules when he
deducted the cost of jewelry given to his wife in 2000 as a
busi ness expense. The Daouds don't argue ot herwi se. The Daouds
al so cl ai nred excessive Schedul e C expenses on their 2001 return
whi ch they were unable to substantiate, disregarding the
requi renents of sections 162 and 274.

The fact that the Quicken reports do not match the anounts
clainmed on their returns buttresses our finding that these
t axpayers were negligent in keeping their records and preparing

their 2001 returns. See Lysek v. Conm ssioner, 583 F.2d 1088,

1094 (9th Gr. 1978), affg. T.C. Meno. 1975-293. The Daouds al so
i gnored the depreciation deducted in prior years when cal cul ating
the adjusted basis of their Irvine business. See Bissey v.

Conmi ssioner, T.C. Menp. 1994-540. We therefore find themli able

for a negligence penalty on their 2001 under paynent.

We al so believe that we can sustain the section 6662 penalty
on the distinct ground that the Daouds substantially understated
their 2001 incone tax. |If, as appears likely, their
under statenment of inconme tax as cal cul ated under Rul e 155 exceeds

the greater of $5,000 or 10 percent of the tax required to be
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shown on their 2001 return, the Conm ssioner has succeeded in
defending the section 6662 penalty on this alternative ground.

The accuracy-rel ated penalty does not apply if the taxpayer
had reasonabl e cause and acted in good faith, sec. 6664(c)(1),
but the Daouds failed to present any evidence or nake any
argunents addressing this defense. W therefore find that the
accuracy-rel ated penalty applies to the jewel ry deduction they

took in 2000 and to the full anount of their 2001 under paynent.

An order granting

respondent’s oral notion to

conformthe pleadings to the

proof will be issued, and

decision will be entered under

Rul e 155.



